We develop an algorithm to compute asset allocations for Kahneman and Tversky's (Econometrica, 47(2), 263-291, 1979) prospect theory. An application to benchmark data as in Fama and French (Journal of Financial Economics, 47(2),427-465, 1992) shows that the equity premium puzzle is resolved for parameter values similar to those found in the laboratory experiments of Kahneman and Tversky (Econometrica, 47(2), 263-291, 1979 2001), and Grüne and Semmler (Asset prices and loss aversion, Germany, Mimeo Bielefeld University, 2005) focussed on dynamic aspects of asset pricing but only used loss aversion to explain the equity premium puzzle our paper explains the unconditional moments of asset pricing by a static two-period optimization problem. However, we incorporate asymmetric risk aversion. Our approach allows reducing the degree of loss aversion from 2.353
to 2.25, which is the value found by Tversky and Kahneman (Journal of Risk and Uncertainty, 5, 297-323, 1992) while increasing the risk aversion from 1 to 0.894, which is a slightly higher value than the 0.88 found by Tversky and Kahneman (Journal of Risk and Uncertainty, 5, 297-323, 1992) . The equivalence of these parameter settings is robust to incorporating the size and the value portfolios of Fama and French (Journal of Finance, 47(2), 427-465, 1992) . However, the optimal prospect theory portfolios found on this larger set of assets differ drastically from the optimal mean-variance portfolio.
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Introduction
Kahneman and Tversky's (1979) prospect theory has been suggested to explain decisions under risk observed in laboratory experiments. This path breaking observation has led researchers to rethink many areas in economics and in particular in finance. However, applying prospect theory to finance is quite a challenge at least numerically since the value function suggested by Tversky and Kahneman (1992) is non-differentiable and non-concave. In this paper we develop an algorithm to overcome these difficulties so that we can compute prospect theory asset allocations. As a first application we reconsider the equity premium puzzle from a prospect theory perspective.
A large equity premium is one of the more robust findings in financial economics (Mehra & Prescott, 1985) . On US-data, for example, over the period of 1802 to 1998, Siegel (1998) reports an excess return of US Stocks over US Bonds of about 7-8% p.a.. Similar results have been found for other periods and across other countries. This empirical finding is puzzling because it is hard to reconcile with plausible parameter values for agents' risk aversion in the standard consumption based asset pricing model originating from Lucas (1978) . In the Lucas model asset prices are explained by the intertemporal optimization of a representative agent. The equity premium puzzle is the observation that the unconditional moments of asset returns cannot be explained by a low coefficient of risk aversion. In this model the volatility of consumption, which, as Hansen and Jagannathan (1991) have shown, is an upper bound for the equity premium, is not found to be sufficiently high to allow for the large equity premium.
The huge number of solutions that have been suggested to resolve the equity premium puzzle is another puzzling aspect of the equity premium. It is impossible to review this literature in a few words without being accused for serious omissions. Therefore, we only highlight a few suggested solutions that relate most closely to our paper. For a recent comprehensive treatment of all suggested solutions see the recent Handbook of Finance on this topic edited by Mehra (2006) . One line of research points out that the Hansen and Jagannathan bound is increased by choosing more appropriate proxies for consumption that include fluctuations in financial wealth (Lettau & Ludvigson, 2001) , fluctuations
